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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FAY, Judge: Respondent determ ned deficiencies in peti-
tioner's 1993 and 1994 Federal incone taxes in the respective

amount s of $4, 256 and $6, 702, and accuracy-rel ated penalties
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under section 6662(a)! in the respective amunts of $851 and
$1, 751.

The issues for decision are: (1) Wether petitioner was in
the trade or business of being an author during the years in
issue; if so, (2) whether expenses that petitioner incurred are
deducti bl e as ordinary and necessary under section 162 and
whet her he has adequately substantiated under section 274(d) his
travel expenses;? and (3) whether petitioner is liable for
penal ties for negligence or substantial understatenent of tax
under section 6662(a). In the notice of deficiency, respondent
di sal | oned petitioner's nedi cal expense deduction for 1994
because of the increase in the anmount of adjusted gross incone
determ ned. The correctness of this adjustnment depends upon our
resolution of the issues stated above.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated and are so found.

The stipulation of facts and second stipul ation of facts,

together with the exhibits attached thereto and exhi bits offered

1Al section references are to the Internal Revenue Code in
effect for the taxable years in issue, and all Rule references
are to the Tax Court Rules of Practice and Procedure, unl ess
ot herw se i ndi cat ed.

2Al t hough respondent did not raise the substantiation issue
under sec. 274 in the notice of deficiency or in the pleadings,
it was tried by both parties and w thout objection by petitioner.
See Rule 41(b)(1).
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at trial, are incorporated herein by this reference. Petitioner
resided in Arlington, Virginia, when he filed his petition.

Petitioner holds a bachelor's degree in marketing and adver-
tising fromthe University of Maryland. Towards conpletion of
that degree, he earned nore than 24 credit hours of study in
English, journalism and speech. Petitioner worked 40 hours per
week for the U S. Departnent of the Treasury (hereinafter
Treasury) as a budget analyst until January 1997, when he retired
after nmore than 35 years of service. He had been enpl oyed at a
GS-12 pay grade. As part of his job, he was required to "wite
budget justifications, procedures, and other witten material by
appl ying professional level witing ability to create high

quality witten work."® In an office staffed nostly by

3Thi s describes one of the six critical elenents of peti-

tioner's job as a budget analyst at the U S. Departnent of the
Treasury. In a report of petitioner's performance for the period
Jan. 1 to Dec. 31, 1994, he was given a rating of "outstanding"
in nmeeting this elenent. The level of performance required for
an outstandi ng rating exceeds the requirenments for an "excell ent
rating. A rating of excellent was described in the report as
foll ows:

Wites budget justifications, statistical reports,
procedures, guidelines, and other witten materials in
a manner that is clear, concise and correct. Particu-
|ar attention nust be given to grammar, spelling, etc.
The witten product nust be able to communi cate ideas
in an effective manner. Denonstrates a special talent
for witing narratives. Ideas are concise and clear in
their presentation, as indicated by few foll ow up
guestions being asked by recipients. Gammar and
spelling are excellent. Paragraphs and sentences are
(continued. ..)
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accountants, petitioner was often the one del egated to perform
writing-based tasks, such as contributing to the Federal
Managers' Financial Integrity Act report, in which agencies

eval uate their internal control and accounting systens. At sone
poi nt during his enploynent, petitioner also served as editor of
an in-house newsletter of the Treasury.

In 1992, approximately 2 years before petitioner becane
eligible to retire, he began witing outside of his full-tine
job. At trial, petitioner testified that he was "fearful of the
concept of retirement” and began witing in 1992 with the hope of
making it his second career. The first book-1|ength manuscript he
began witing was a fictional piece titled "Lightning at Dawn".
Later that sane year, petitioner wote a collection of short
stories called "Boys and Grls Together". Before marketing these
manuscri pts for publication, petitioner had an idea for another
book—a story about the experiences of two nen who travel cross-

country to patronize a |legal brothel in Nevada. In early 1993,

3(...continued)

correctly structured. Wbrks independently in drafting
all material and seeks gui dance only when goal s have
changed. The enpl oyee's success at this level is also
measured in the ability of justifications to be well
recei ved and acted upon. No nore than 1 revision is
required for the finished product. [Enphasis added.]

By signing the report, petitioner acknow edged its contents,
i ncluding the mark of outstanding that he received for his
witing ability on the job.
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petitioner wote an 18, 000-word draft of this basic story |ine,
whi ch he submtted for copyright protection in June.* |In order
to authenticate the story and devel op characters for the book,
petitioner visited nunmerous | egal brothels in Nevada by acting as
a custoner for prostitutes.

In a journal describing his experiences at the brothels,
petitioner recorded the brothels he visited, the dates (and
sonetimes the hours) of his visits, the prostitutes he net, and
t he amount of cash he paid each one. For each entry, petitioner
wrote about his visit with the prostitute and about the happen-
ings at brothels in general. For exanple, he described the
manner in which he selected her, the house rules of the brothel,
the manner in which he negotiated a price for her tine, their
di al ogue, and the type of clothing worn by her. He also included
personal information on the prostitute, including her age,
physi cal characteristics, city or State of residence, religious
background, ethnicity, |evel of education, and the nane and age
of her offspring, if any. The journal indicates that, at sone
poi nt during these neetings, petitioner told the prostitutes that
he was witing a book about Nevada's | egal brothels and that he
wi shed to use them as characters in his book. The journal shows

that, during 1993, petitioner spent, on average, 3 days per nonth

“Petitioner's two previous works, "Lightning at Dawn" and
"Boys and Grls Together", were also copyrighted in 1993.
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(except during the nonths of February, My, and Decenber) neeting
with prostitutes at the brothels.

Using the material that he gathered during these neetings
(hereinafter sonmetinmes referred to as interviews), petitioner
produced a manuscript called "Searchlight, Nevada" which he
submtted for publication. On October 13, 1993, petitioner
entered into an agreenent for its publication wi th Northwest
Publ i shing, Inc. (Northwest).® |In pertinent part, the agreenent
provi ded t hat,

(1) Petitioner was to pay Northwest $4,375 to publish

10, 000 copi es of his book;?®

*Bef ore submitting his manuscript to Northwest Publishing,
Inc. (Northwest), petitioner consulted "Witer's Market '93" a
publ i cation describing various publishers. 1Init, Northwest is
descri bed as a book publisher that,

Publ i shes hardcover, trade paperback and mass mar ket
originals and reprints. Publishes 40-50 titles/year.
Recei ves 700-800 queries and 500 * * * [manuscripts]/
year. 85%of * * * [manuscripts] fromfirst-tine

aut hors, 95% from unagented witers. Pays 10-15%
royalty on retail price. Publishes book 4 nonths
after acceptance of * * * [manuscript].

Iln a letter to petitioner confirmng recei pt of this pay-
ment, R ck Devey, the marketing director of Northwest, described
it as a "joint-venture paynent”. In another letter to peti-
tioner, JimPerkins, Northwest's operations officer, explained
that "the paynent you nade of $4,375 (your share of the joint
venture) represents approximately one fourth of the total cost of
produci ng and marketing ten thousand copi es of your book".
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(2) of the 10,000 copies printed, Northwest would
(a) give 100 free copies to petitioner; (b) give away 200
copies to major bookstores and book reviewers; (c) sel
2,500 copies through its "test market progrant; and (d) sel
the remai ni ng books in the retail narketpl ace;

(3) petitioner would be paid 40% of the retail anount
of each book sold through the test market program and a
royalty equal to 15% of the retail price of any remaining
books sold to bookstores and whol esal ers;

(4) Northwest was to pay royalties on January 31 and

July 31 of each year, along with interest penalties for late

paynents;
(5) Northwest was to do a certain amobunt of sales
pronotion, advertising, and publicity; and
(6) Northwest was to have exclusive rights to the book
Representati ves of Northwest had told petitioner that his book
woul d probably earn himat |east $20,000 in royalties.
"Searchlight, Nevada" was published by Northwest and
rel eased in Decenber 1995 at a retail price of $7.95. The book
is 131 pages long and has an international standard book nunber.
It was avail able for i mredi ate purchase at Barnes & Nobl e Book-
sellers in Boynton Beach, Florida, and Falls Church, Virginia,

and at Super Crown Books, store #106. The book could al so be



- 8-
pur chased by special order at Borders Books and Music in Baileys
Crossroads, Virginia.

Prior to the book's being rel eased, petitioner played an
active role in all stages of its publication. 1n 1994, after
reviewing the first galley proofs, petitioner inquired about
addi ng two additional chapters to the novel. Then by letter
dated February 27, 1995, petitioner nade detail ed suggestions for
t he book's cover design and attached pictures of how he thought
t he characters on the cover should | ook. Petitioner closed the

letter with the foll owi ng words:

Any additional assistance | can provide will be
done gladly. | realize that the cover design is as
important as the story on the inside. It doesn't

matter if the story is good if we fail to notivate the
reader into purchasing [sic] the book.

* * * * * * *

Perhaps with our joint venture on "Searchlight,
Nevada" we can add a hot seller to * * * [Northwest's]
catalog. I1'd like us to sell over 100,000 copi es.
Petitioner also actively participated in the pronotion of
his book.” He provided Northwest's public relations departnent
with mailing lists and tel ephone nunbers of bookstores, news-

papers, magazi nes, and radi o and notion picture comnpanies.

Petitioner, on his own, nailed about 60 conplinentary copies of

‘A marketing plan distributed by Northwest to its authors
advi ses that "the nore effort you are willing to put forth in
pronoti ng your book, the nore successfully your book will sell.™
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his book, along with individualized letters, to bookstores,
newspapers, magazi nes, and hotels. He worked with a marketing
expert at Northwest to get his book stocked by distributors, and
to set up book signings at mmj or bookstores. \When petitioner was
unhappy with the contents of his press release, he rewote it and
sent his changes to Northwest. Mreover, when petitioner becane
di ssatisfied with Northwest's marketing efforts, he wote a
| etter demandi ng that the publishing conpany conply with the
terms of its agreenent.

By letter dated January 22, 1996, Northwest's account
executive informed petitioner that 6,800 copies of his book had
been ordered and shipped,® and that another 2,500 copies had been
ordered by the Books By MIlions chain. The letter also stated
that Northwest's royalty statenents would be nailed in approxi-
mately 3 weeks. On his 1996 Federal inconme tax return, peti-
tioner reported $2,600 in gross royalties fromhis witing
activity.

In late 1993, after petitioner had signed an agreenent with
Nort hwest to have "Searchlight, Nevada" published, he began
research on anot her book, "Nevada N ghts, San Joaquin Dawn". He
wanted to docunent the difficulties that wonmen face in their

attenpt to break free froma life of prostitution, because, as

8The letter failed to identify who placed the order(s) for
t hese books or to whomthey were shipped.
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"the story's never been done before to any degree of authentic-
ity", he thought it commercially viable. After discovering that
the roons at the brothels were equipped with |istening devices,
he began neeting the wonen at other |ocations on "out calls,”
whi ch he paid for by personal credit card. In 1994, during the
nmont hs of January, February, April, My, June, and July, peti-
ti oner spent anywhere from1l to 6 days per nonth in Nevada on out
calls with prostitutes. He successfully encouraged 10 prosti -
tutes to leave their profession. As of the trial date, peti-
ti oner had not yet conpleted "Nevada N ghts, San Joaquin Dawn".

Sonme time after a contract had been signed for the publica-
tion of "Searchlight, Nevada", petitioner submtted another
manuscri pt to Northwest for consideration; i.e., "Lightning at
Dawn", whi ch was about 450 pages in length. He was under the
i npression that Northwest required a joint venture paynent for
first novels only, and that, if Northwest agreed to publish
"Li ghtning at Dawn", he would have to pay nothing. Petitioner
al so attenpted to market "Boys and G rls Together", but he ceased
his efforts when he was told that there was no need or market for
short stories at that tine.

On May 1, 1996, 4 nonths after "Searchlight, Nevada" had

been on the market, Northwest filed for bankruptcy protection.?®

°Nort hwest filed for reorgani zation under ch. 11 of the U S
(continued. . .)
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The corporation had been the subject of a continuing investiga-
tion by State authorities. On Novenber 8, 1996, petitioner filed
a proof of claimwith the U S. Bankruptcy Court for the District
of Utah in the amount of $17,854 for unpaid royalties and breach
of contract.

After securing the return of his rights in "Searchlight,
Nevada", petitioner began soliciting other publishing houses to
have his book published a second tinme. Petitioner received
several responses, including a request by the president of
Regnery Publishing, Inc., and an invitation by the editor-in-
chief of Farrar, Straus & Groux, Inc., to submt his manuscri pt
for review He also began to send letters to literary agents
soliciting their interest in his book. At the tine of trial
petitioner had since rewitten parts of "Searchlight, Nevada" and
had sent his revised manuscript to Pal adin Press of Boul der,

Col orado, at its request. Petitioner also received a letter from

°C...continued)
Bankruptcy Code. The bankruptcy court had since converted the
case to a ch. 7 liquidation

OLiterary agents act on behalf of authors to get publishers
to buy the rights to their clients' works. |In exchange, agents
usual Iy collect a comm ssion based on what the author earns from
his work's eventual sal es.

Petitioner did not engage a literary agent for the first
publication of "Searchlight, Nevada". Instead, he chose to study
t he book market and identify publishers which he thought m ght be
interested in his work. For the book's second publication,

t hough, petitioner did attenpt to have an agent represent him
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Neal Sperling, a Hollywood script agent, requesting that he
submt a plot summary of his book for consideration as a nade-
for-television novie or feature film Petitioner is presently a
menber of Washi ngton | ndependent Witers, The Authors Cuild,
Poets and Witers, and Witers Market Book Club. During the
years in issue, petitioner spent approximtely 25-35 hours per
week on his witing activity.

Apart fromthat activity, petitioner reported the foll ow ng

i ncone on his Federal incone tax returns:

1993 1994

Wages $53, 076 $54, 243
D vi dend i ncone 6, 111 4,847
State/l ocal tax refund 174 999
Capital gain (loss) (3, 000) (3, 000)
Tot al 56, 361 57, 089

In 1993, petitioner began treating his witing activity as a
trade or business. Fromthat year on, he began filing a Schedul e
C (Profit or Loss From Business), in which he listed his princi-
pal business or profession as author. As of the date of trial,
petitioner's witing activity had not resulted in a profit for

any year, as reflected in the foll ow ng table:

Year Net Loss
1993 $15, 190
1994 23, 517
1995 9,177

1996 8, 183
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For the years in issue, petitioner reported no incone from
his witing activity but clained the foll ow ng as deducti bl e

expenses on his Schedul es C !

1993 1994
Adverti sing -- $100
Commi ssi ons and fees $40 80
O fice expense 420 600
Suppl i es 150 --
Travel 4,230 9,195
Meal s and entertai nnment 2,520 786
Uilities -- 657
O her expenses 7,830 12, 099
Tot al 15, 190 23,517

For 1993, the item denom nated "ot her expenses"” consists of a
$4, 350 joint venture paynent to Northwest and $3,480 in cash
paynents to prostitutes. For 1994, other expenses consist of the
follow ng: $2,349 for the purchase of a conputer, supplies, and
furniture; $480 for mailing expenses; $313 for nenbership dues;
$5,660 for credit card expenses on out calls; $1,295 for tuition
and books; $500 for sponsoring a race car team and $1,502 for
m scel | aneous ot her expenses.

Petitioner's travel and neal deductions include expenditures

for airfares, rental car expenses, food, and lodging in

“petitioner filed two anmended returns (Fornms 1040X) for tax
year 1994, one on June 15, 1995, and the other on July 7, 1995.
Each amended return had a new Schedule C attached, in which
petitioner adjusted the anobunt of expenses that he clained in
connection with his profession as an author. The figures for
1994 represented in the table reflect the Schedul e C expenses on
the amended return filed July 7, 1995.
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connection with his travels to Nevada. For the years in issue,
the record contains docunentary evidence of petitioner's travel
and nmeal expenses; i.e., airline tickets and travel schedul es,
and hotel, restaurant, rental car, and credit card receipts.

Wth respect to petitioner's interviews, he characterized
the amounts he paid to the prostitutes as business rel ated
dependi ng upon whet her information gl eaned fromthe interviews
was used in his books. Petitioner has personal credit card
recei pts for 1994 supporting the expenditures he incurred to
interview prostitutes away fromthe brothels. Petitioner does
not have receipts of his cash expenditures in 1993 for the
interviews that took place at the brothels. Nor does petitioner
have records supporting his deductions for advertising, comm s-
sions and fees, office expenses, supplies, utilities, or those
expenses conprising "other expenses” for 1994 (with the exception
of the interviews).

Around the tine of the parties' preparation of a stipulation
of facts, petitioner prepared a five-page reconstruction of his
expenditures, using information reflected on airline tickets and
itineraries, hotel and rental car bills, credit card receipts,
and petitioner's own nenory. This included sumary statenents
for 1993 and 1994, a flight log, and a log of his interviews.

In the notice of deficiency, respondent disallowed under

sections 162 and 183 all of the expenses clained on petitioner's



-15-
Schedules C for the years in issue because "it has not been shown
that * * * [petitioner] either started a trade or business or
entered into an activity for profit. * * * [ Nor has he] estab-
lished that any anmount was for an ordinary and necessary business
expense".
OPI NI ON

Section 162(a) generally allows a deduction for all ordinary
and necessary busi ness expenses paid or incurred during the
taxabl e year in carrying on any trade or business. To be engaged
in a trade or business within the neaning of section 162, "the
t axpayer nust be involved in the activity with continuity and
regularity and * * * the taxpayer's primary purpose for engagi ng

in the activity nust be for income or profit."” Conm ssioner v.

G oetzinger, 480 U S 23, 35 (1987).

W are satisfied that petitioner’'s witing activity was
conducted with continuity and regularity during the years in
i ssue. Nevertheless, in order for an activity to be considered a
trade or business within the nmeaning of section 162, a taxpayer
must conduct the activity with the requisite profit notive or
intent. See id.

Petitioner argues that he engaged in his witing activity
with the intent to nmake a profit and that his Schedul e C expenses
for tax years 1993 and 1994 were ordinary and necessary to his

endeavor as an author. Respondent does not dispute that anounts
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were in fact expended, but rather contests their deductibility.
Respondent naintains petitioner was not engaged in the trade or
busi ness of being an author, and, accordingly, expenses incurred
for the witing (and publication of one) of his books are not
busi ness expenses deducti bl e under section 162(a). Rather, he
argues, they are deductible only to the extent of the incone
derived fromthe activity under section 183.%2 Alternatively, if
the activity is found to have been entered into for profit,
respondent asserts that the clai med expenses were not properly
deducti bl e as ordinary and necessary under section 162 and that
certain expenses were not adequately substanti ated under section
274(d). At trial, respondent conceded that, with respect to
section 274(d), the only elenent of substantiation |acking in
this case is business purpose.

Petitioner bears the burden of proving by a preponderance of
t he evidence that he was engaged in witing for profit. Rule
142(a). The test of whether a taxpayer engaged in an activity
for profit is whether he entered into, or continued, the activity
wi th an actual and honest objective of nmaking a profit. See

Dreicer v. Conmi ssioner, 78 T.C. 642, 645 (1982), affd. w thout

12Sec. 183 was enacted to codify the distinction between a
busi ness and a hobby and to prohibit a taxpayer from obtaining a
| oss froman activity considered to be a hobby which was then
used to offset other incone. See S. Rept. 91-552, at 104 (1969),
1969-3 C. B. 423, 490.
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opinion 702 F.2d 1205 (D.C. Gr. 1983). Although the taxpayer's
expectation of profit need not be reasonable, it nust be bona
fide, as determned fromall the surrounding facts and circum

stances. See Keanini v. Conm ssioner, 94 T.C 41, 46 (1990);

Dreicer v. Conmi ssioner, supra at 645. Thus, whether the

requisite profit notive exists is a factual question that nust be

determ ned upon the record, see Benz v. Conmm ssioner, 63 T.C.

375, 382 (1974), with nore weight given to objective facts than

to petitioner's statenent of intent. See Engdahl v. Comm s-

sioner, 72 T.C. 659, 666 (1979); sec. 1.183-2(a), I|ncone Tax
Regs.

The Treasury regulations list nine factors as an aid in
maki ng the profit objective determ nation. They include:
(1) The manner in which the taxpayer carried on the activity;
(2) the expertise of the taxpayer or his advisers; (3) the tine
and effort expended by the taxpayer in carrying on the activity;
(4) the expectation that the assets used in the activity may
appreciate in value; (5) the success of the taxpayer in carrying
on other simlar or dissimlar activities; (6) the taxpayer's
hi story of income or loss with respect to the activity; (7) the
anount of occasional profits that are earned; (8) the financial
status of the taxpayer; and (9) whether el enents of personal
pl easure or recreation are involved. No one factor is conclu-

sive, and we do not reach our decision herein by nerely counting
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the factors that support each party's position. See sec. 1.183-
2(b), Incone Tax Regs. Moreover, certain factors are given nore
wei ght than ot hers because they are nore neaningfully applied to
the facts in this case. Respondent concedes that the fourth
el enent, the expectation that assets used in the activity may
appreciate in value, is inapplicable to the present case.

Taki ng into account the above factors and considering the
record as a whole, we conclude that, during the years in issue,
petitioner had a bona fide intention to derive a profit fromhis
witing activity. 1In addition to petitioner's testinony, which
we found to be credible and forthright, the evidence in the
record shows an intent and effort by petitioner to engage in and
continue in the witing field with the purpose of producing
incone and a livelihood.

We first look to the manner in which petitioner carried on
the activity. Petitioner managed sone aspects of this activity
in a businesslike fashion. He kept bills, receipts, and sched-
ules for his traveling expenses, and he kept a contenporaneous
journal to substantiate cash expenditures that he incurred to
interview prostitutes at the brothels, for which receipts were
not available. Petitioner was able to use his records, including
credit card statenents, to conpile logs for 1993 and 1994,
showi ng his travel dates, the dates, tinmes, and places of his

interviews, the nanes of the prostitutes he interviewed, the per



-19-
hour charges he negotiated, and his nmethod of paynent. While
petitioner may not have kept a separate checking account or a
wel | -organi zed set of books, he did attenpt to keep an accurate
account of the expenses he incurred to research his books.® The
record also indicates that, after signing a contract for the
publication of "Searchlight, Nevada", petitioner nade concerted
efforts to pronote his book. He took steps to gain maxi num
per sonal benefit from Northwest by working closely with its
public relations departnment to ensure that his book was wi dely
advertised and readily available in bookstores. Petitioner then
suppl emented Northwest's efforts by adopting various nethods of
his own, while, at the sane tinme, remaining active as an aut hor
by witing other manuscripts. Furthernore, when Northwest filed
for bankruptcy protection, petitioner did not abandon his witing
activity; rather, he sought the return of his rights in
"Searchlight, Nevada", and began an extensive search for a new
publisher. He had rewitten and revised his manuscript, in an
effort to make it nore salable to the public, and thus, nore
attractive to prospective publishers. As an alternative
mar ket i ng techni que, petitioner also nmade attenpts to engage a

literary agent. |In sum although petitioner could have been nore

13A conparison of petitioner's journal entries to the
contents of "Searchlight, Nevada" reveals that, indeed, the book
is based alnost entirely on real people and events.



-20-
organi zed in keeping track of his expenditures, his efforts to
make a financial success of his witing activity show a profit
obj ecti ve.

The fact that petitioner did not seek expert advice on how
to start or maintain a business as a fiction witer does weigh
agai nst his argunent that he carried on the activity in a
busi nessli ke manner. Wile petitioner had witing skills, it
appears that they were mainly in the technical field of budget
anal ysis. However, it is inportant to consider that petitioner
used his witing skills extensively in his job at Treasury, where
he worked for nore than 30 years. Moreover, by virtue of his job
assignments and performance rating, petitioner was led to believe
that witing was his strong point. Al though his success at
Treasury is not a reasonable predictor of his success as a
fiction witer, his prior witing experience is not unrelated to
his anticipated perfornmance as a wwiter in another field. W
al so note that petitioner has a bachelor's degree in marketing
and advertising, which suggests that he has nore than a basic
famliarity with the business side of his witing activity. It
is apparent fromthe record that petitioner took great interest
in the conmmercial aspects of his endeavor.

The third factor in the regulations focuses on the tinme and
effort expended by the taxpayer in carrying on the activity.

There is little question that, during the years at issue,
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petitioner spent numerous hours per week on his witing activity;
i.e., doing research, witing manuscripts, soliciting publishers,
and conferring in the early stages of publication. Respondent
enphasi zes that petitioner worked 40 hours per week as a budget
anal yst and suggests that his witing activity could not rise to
the I evel of a trade or business because he also had a full-tine
job. W disagree with respondent. Petitioner's enploynent at
Treasury does not preclude the possibility that his witing
activity constituted a separate trade or business. W have
recogni zed that a taxpayer may engage in nore than one trade or

busi ness at any one tine. See Gestrich v. Comm ssioner, 74 T.C.

525, 529 (1980), affd. w thout published opinion 681 F.2d 805 (3d

Cr. 1982); Sherman v. Conmm ssioner, 16 T.C 332, 337 (1951). It

is also well settled that the term "trade or busi ness" includes

the arts. Snyder v. United States, 674 F.2d 1359, 1363 (10th

Cr. 1982). Furthernore, as we stated in Dickson v. Conm s-

sioner, T.C Meno. 1986-182, "[Taxpayer's] maintaining a full-
time job * * * in addition to his profit-seeking activities is a
positive factor reflecting his notivation, rather than respon-
dent's attenpt at negative inference fromthe fact that peti-
tioner devoted tine to other activities."

The fifth factor, the success of the taxpayer in carrying on
other simlar or dissimlar activities, does not influence our

anal ysi s because petitioner has not previously engaged in a
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witing activity. W accept petitioner's testinony at trial that
he was best known at Treasury for his witing ability and that he
was often called upon to performwiting-based tasks. This may
have contributed to petitioner's belief that he could make noney
as an author. Moreover, we are convinced that petitioner viewed
his agreenent with Northwest as offering a real potential for
generating profit.

The next two factors, the taxpayer's history of incone or
| osses with respect to the activity and the anount of occasi onal
profits, if any, which are earned, are exam ned in tandem
Respondent argues that petitioner's continuous record of |osses
fromhis activity is persuasive evidence that he was not engaged
inthis activity for profit. Petitioner argues that, while his
efforts as an aut hor have not proved profitable up to this tine,
his hard work will be rewarded with substantial inconme when his
search for a new publisher proves successful

It is undisputed that petitioner did report a |loss in each
year of operation. However, there are two inportant facts in
this case which should be considered with respect to these
| osses.

First, section 1.183-2(b)(6), Inconme Tax Regs., states that
| osses incurred during the startup phase of a business are not
necessarily indicative of a lack of profit notive. Because

petitioner did not begin treating his witing activity as a trade
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or business until 1993, the tax years in issue mark the initial
stages of his activity. A significant anount of petitioner's
total deductions for 1993 and 1994 were travel expenses, which he
incurred to collect material for his books. Now that such
mat eri al has been amassed and incorporated in the manuscripts,
petitioner, as a published author, expects his witing activity
to be profitable. To renedy the unforeseeabl e circunstance of
hi s publisher's going bankrupt, petitioner has denonstrated that
he has ideas and plans for future publications which would enabl e
himto recoup not only his expenses, but also to nake a profit.

See Golanty v. Conmi ssioner, 72 T.C 411, 427 (1979) ("The goal

must be to realize a profit on the entire operation, which
presupposes * * * sufficient net earnings to recoup the |osses”

(quoting Bessenyey v. Conm ssioner, 45 T.C. 261, 274 (1965),

affd. 379 F.2d 252 (2d Cr. 1967))), affd. w thout published
opinion 647 F.2d 170 (9th G r. 1981).

Second, these | osses should be viewed in the context of the
nature of petitioner's activity. Wrks of fiction are difficult
to wite and to market. W are persuaded by petitioner's state-
ment that first-tine authors are not nornmally of fered cash
advances. ! It is not surprising then, that, for the first 2

years of his witing activity, petitioner sustained |osses. This

M“Advances are paynents to an aut hor before publication.
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field appears to pay |arge anounts of noney to those who succeed
init and "an opportunity to earn a substantial ultimte profit
in a highly specul ative venture is ordinarily sufficient to
indicate that the activity is engaged in for profit even though
| osses or only occasional small profits are actually generated.”
Sec. 1.183-2(b)(7), Income Tax Regs. Likew se, we are not
inclined to give much weight to the seventh factor, the anmount of
occasional profits, if any, that are earned, because only the
first 2 years of petitioner's witing activity are in issue.

Respondent argues that the next factor, the financial status
of the taxpayer, negates petitioner's profit notive because his
i ndependent sources of incone are such that the witing activity
generated tax benefits for him W disagree with respondent. W
do not believe that petitioner's income was so high as to nake
tax savings his primary objective. W also do not find it
unlikely that petitioner, aware of his upcomng retirenment and of
the change in his pre and postretirenment income, would choose to
enbark on sonething new. No doubt the fact that he began his
witing activity during his preretirenent years contributed to
his ability to try his hand at it. Nothing in the record,
however, indicates that witing then becane a hobby for him
Rather, we find it clear fromhis testinony and fromthe
obj ective evidence that petitioner was a witer who desired

success and who intended to make a profit from his work.
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The |l ast factor | ooks to el enents of personal pleasure or
recreation. It is obvious that petitioner enjoyed witing and
derived personal satisfaction in helping prostitutes seek a new
way of life. Nevertheless, "the fact that the taxpayer derives
personal pleasure fromengaging in the activity is not sufficient
to cause the activity to be classified as not engaged in for
profit if the activity is in fact engaged in for profit as
evi denced by other factors”. Sec. 1.183-2(b)(9), Incone Tax
Regs.

Petitioner has succeeded in proving that he engaged in his
witing activity with a profit objective. There are admttedly
sonme factors in this case which indicate the absence of a profit
notive: Petitioner has a history of |osses, he did not seek any
expert advice, and, arguably, there is a recreational elenment in
his witing. These factors, however, are outweighed by the facts
denonstrating that petitioner did engage in witing for profit.
And t hough his witing venture may have been specul ative and his
expectation of profit unreasonable, that al one does not preclude
us fromfinding that petitioner was in the trade or business of
bei ng an author during the years before us.

Respondent next asserts that, for 1993 and 1994, peti-

tioner's claimed expenses were not ordinary and necessary
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busi ness expenses.!® Section 162(a) allows a deduction for al
ordi nary and necessary expenses incurred in carrying on a trade
or business. Wether an expense is deductible under section 162

is ultimtely a question of fact. See Comm ssioner v. Heininger,

320 U. S. 467, 475 (1943). An ordinary and necessary expense is
one which is appropriate or helpful to the taxpayer's business
and which results froman activity which is a cormon and accept ed

practice. See Boser v. Comm ssioner, 77 T.C 1124, 1132 (1981),

affd. by order (9th Cr. 1983). No deduction, however, is
al l owed for personal, living, or famly expenses, even if related

to one's occupation. See sec. 262; Fred W Anend Co. v. Comm s-

sioner, 55 T.C 320, 325 (1970), affd. 454 F.2d 399 (7th Gr
1971) .

Deductions are strictly a matter of |egislative grace, and
petitioner bears the burden of providing supporting evidence to

substantiate the clai ned deductions. See Rule 142(a); |NDOPCO

Inc. v. Conm ssioner, 503 U S. 79, 84 (1992). A taxpayer mnust

keep sufficient records to establish their amobunt. See sec.
6001. Except in the case of expenses subject to section 274, if
t he taxpayer's records are inadequate or there are no records,
the Tax Court may still allow a deduction based on a reasonabl e

estimate, see Cohan v. Conm ssioner, 39 F.2d 540, 543-544 (2d

SRespondent makes no claimthat these anmpunts, if otherw se
al l owabl e, nmust be capitalized rather than deducted currently.
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Cr. 1930), provided the taxpayer establishes that he is entitled

to sone deduction, see Wllians v. United States, 245 F.2d 559,

560 (5th Cr. 1957); Vanicek v. Conm ssioner, 85 T.C. 731, 743

(1985). In making an estimate, the Court nay bear heavily
agai nst the taxpayer "whose inexactitude is of his own making".

Cohan v. Conmi ssioner, supra at 544.

On his Schedules C for the years in issue, petitioner
cl ai med deductions for advertising, conm ssions and fees, office
expense, supplies, and utilities. Petitioner presented no proof,
such as bills, receipts, or cancel ed checks, or offered any
testinmony to establish that he incurred these expenses. The
record does show, however, that, during 1993 and 1994, petitioner
conpl eted one nmanuscript and submtted it for publication. The
Court is satisfied that petitioner incurred office expenses in

this respect.® Applying Cohan v. Conm ssioner, supra, and

"bearing heavily" against petitioner, we allow an office expense
deduction of $400 for each of the years in question. Petitioner
is not entitled to deductions for advertising, comm ssions and
fees, supplies, and utilities for 1993 and 1994.

Petitioner clainmed "other expenses” not included above in

t he ambunts of $7,830 and $12, 099, respectively, for 1993 and

*Sec. 280A limts the deductibility of expenses of a hone
of fice; respondent, however, did not raise the applicability of
that section. W, therefore, do not consider it.
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1994. The anount for 1993 consists of a joint venture paynent to
Nort hwest and cash paynents to prostitutes at Nevada's | ega
brothels. Petitioner produced a cancel ed check reflecting his
paynent to Northwest and a contenporaneous journal supporting his
deductions for anpbunts paid to prostitutes to research his book.
The amount for 1994 consists of a variety of expenses, for which
petitioner has provided no docunentary or testinonial evidence,
with the exception of his expenses to interview prostitutes on
out calls, which he substantiated by personal credit card
receipts.

We allow petitioner to deduct the joint venture paynent of
$4,350 for 1993. However, no deduction is allowed for the
interview expenses. W find that the expenditures incurred by
petitioner to visit prostitutes are so personal in nature as to
preclude their deductibility. In evaluating whether certain
expenses are personal or qualify as business expenses under
section 162, the Court has found that sone expenses are so
"inherently personal”™ that they alnbost invariably are held

to come within the anbit of section 262.Y Fred W _Anend Co. V.

Comm ssi oner, supra. Al the other itens constituting "other

expenses” for 1993 and 1994 are disallowed for |ack of sub-

stanti ati on.

"Sec. 262 provides that "no deduction shall be allowed for
personal, living, or famly expenses."
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Respondent next asks us to find that petitioner has not
adequat el y substanti ated under section 274(d) his trave
expenses. Section 274(d) overrides the Cohan doctrine with

respect to expenses of travel away from hone (including neals and

| odging). See Sanford v. Conmi ssioner, 50 T.C 823, 827-828
(1968), affd. per curiam412 F.2d 201 (2d Cr. 1969); sec. 1.274-
5T(a), Temporary Incone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6,
1985). A taxpayer must substantiate the anount, tine, place, and
busi ness purpose of the expenditures, using adequate records or
sufficient evidence corroborating his own statenent. See sec.
1.274-5T(c)(1), Tenporary Income Tax Regs., 50 Fed. Reg. 46016
(Nov. 6, 1985).

Respondent conceded at trial that petitioner substantiated
the amount, time, and place, but not the business purpose, of his
travel expenses. In view of our holding that petitioner's inter-
Vi ew expenses are nondeducti bl e personal expenses, we find that
his trips to Nevada served a dual purpose. This dual purpose
warrants an all ocation of travel expenses between business and
nonbusi ness use. Wile the evidence in this case does not permt
an exact allocation, there is a basis for sonme all owance-if
necessary, by draw ng upon petiitoner’s own nmethod of allocating
his interview expenses. Petitioner characterized the noney he
paid to prostitutes as business related if he incorporated the

material fromthe interviews in his book. According to
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petitioner’s figures, approxinmately three fifths of the total
anount that he paid for interviews was deducted as business
expenses. Although the Court disallows any part of these
i nterview expenses, we find that petitioner’s allocation m ght
wel |l apply in determning the portion of his travel expenses
attributable to business. Accordingly, for 1993 and 1994, we
all ow petitioner to deduct three fifth of his clainmed travel
expenses (including nmeals and | odgi ng) under section 274(d). W
sust ai n respondent’s disall owance of the clained deductions to
the extent of two fifths thereof.

Finally, under section 6662, respondent determ ned that
petitioner was liable for a negligence penalty for 1993 and a
substantial understatenment of incone tax penalty for 1994. As
rel evant herein, section 6662(a) inposes an accuracy-rel ated
penalty equal to 20 percent of any underpaynent that is
attributable to negligence or a substantial understatenent of
i ncome tax. An underpaynment for purposes of this sectionis
essentially the sane as a deficiency. Conpare sec. 6664(a) with
sec. 6211(a). Although the instant case presents many issues,
the only one giving rise to respondent’'s determ nation of
penal ti es under section 6662 relates to whether petitioner
properly deducted expenses that he incurred while witing books.

Negl i gence under section 6662 is the |ack of due care or

failure to do what a reasonabl e and ordinarily prudent person
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woul d do under the circunstances. See Neely v. Conmi ssioner, 85

T.C. 934, 947 (1985). It includes the failure to nake a reason-
able attenpt to conply with the Internal Revenue Code. See sec.
6662(c). In claimng deductions for expenses related to his
witing activity, petitioner has failed to establish his
entitlement to certain expenses. On the basis of the record,
t hough, we are satisfied that petitioner's underpaynent for 1993
was not due to negligence but, rather, solely to an honest
m sunder standing of the law. Petitioner has denonstrated that he
made a reasonable attenpt to conply with the internal revenue
| aws. He had sought the advice of Internal Revenue Service
representatives and of professional tax preparers on howto
deduct expenses incurred as an author. Petitioner was a credible
witness, and it is our opinion that he acted reasonably and in
good faith. For these reasons, we decline to inpose the
negl i gence penalty for 1993.

For 1994, the deficiency notice determ ned an accuracy-
rel ated penalty against petitioner for the substantial under-
statenent of inconme tax. Respondent did not pursue the matter at
the trial or on brief, and we presune that respondent has aban-
doned it. Accordingly, we hold for petitioner on this issue.

To reflect the foregoing,

Decision will be entered under

Rul e 155.



